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THE FINANCIAL INDUSTRY: TWO DECADES OF CHANGE 


INTRODUCTION AND OVERVIEW 


In'1972, EsP.*Néufeld's*The Financial System: ‘in bande: was 


published. While this remains the definitive history of Canadian 
financial institutions the industry has undergone rapid transition in 
subsequent years. The purpose of this paper is to document that change 
and to provide a structural description of Canada's contemporary 


financial system. 


This paper covers roughly the period between 1970 and the 
present. But, naturally, developments during these years were heavily 
influenced by what had happened before -- particularly the revision of 
the Bank Act in 1967 and its relevant implications are of course 
discussed here. During the period under study, the Bank Act underwent 


another complete revision in 1980, and this is also discussed in detail. 


The most important developments in recent years have been 
the emergence of global financial markets, allowing for increasingly 
large capital flows across national borders; and, the erosion of the 
legislative and functional separations between the so-called ''four 
prblars'(® oftethe Exnancl a) industry (the chartered banks, trust 
companies, life insurance companies, and investment dealers). Both of 
these trends have heavily influenced the Canadian capital markets. Many 


of the topics in this paper are directly linked to at least one of these 


major trends. Among the developments that have re-shaped Canadian 
financial institutions are: the increased competition among different 
types of financial institutions; increased concentration in the 


ownership of non-bank financial institutions; the entry of foreign 
banks; the incorporation of new domestic banks; the increased intrusion 
of the computer into the provision of banking services; and the intro- 


duction of deposit insurance. 
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As the accompanying table indicates the chartered banks 
remained the dominant financial institution -- as they have _ been 
throughout Canadian history. At the end of 1970, their assets totalled 
some $33.7 billion. In contrast, trust companies had only $6.5 billion, 
Cregit™ Unlonse Dililion;, mortgage companies $3.1 billion; and, 
investment dealers etry Ditiaon. At the end of 1983, the chartered 
banks still held the large majority of financial assets. But “Loris 
virtually impossible to make comparisons between their growth in 
relation to other financial institutions during the intervening years. 
Changes in the 1980 Bank Act required them, for the first time, to 
report financial data on a consolidated basis. Comparing banking 
statistics from before and: after the legislation came into effect is 


therefore meaningless. 


Throughout the period under study, the assets of all types 
of financial intermediaries grew at a much faster rate than the Gross 
National Product (GNP). This is a continuation of a trend that started 
in the early 1950's. There were similar periods of rapid growth in the 
assets of Faneae tal institutions between 1870 and 1910, and in the 
1920's. Over long periods the stock of the assets of financial interme- 
diaries grew about one percent faster than current cnP.? This makes the 


growth in recent years well above the historical average. 
Distribution of Financial Assets 


Cin S$ batlion) 


1983 1977 1970 
Chartered Banks 386.6 141.5 ood 
Life Insurance Companies re ONY 3665 N/A 
Trust Companies D2 a on ars 
Local and Central Credit Unions . 45.9 2340 Das 
Mortgages Companies 39.4 9.4 Zaid 
Property and Casualty Insurance Companies 16.9 83 ag! 
Finance Companies 12.8 re Baie N/A 
Investment Dealers 8.6 5e2 LaF 
Other 27.9 


Source: Financial Institutions Statistics Canada - Catalogue No. 61-006. 
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RETAIL BANKING 


It is generally perceived that until relatively recently, 
the lines between the different types of financial institutions were 
clearly drawn, and that companies within each of the "four pillars" did 
not compete with each other. The fallacy of this impression is revealed 


in this quotation from the 1964 report of the Porter Commission: 


In the course of the growth and development of the 
last three decades, and particularly since the end 
of the war, the financial institutions and markets 
have become much more flexible and competitive. 
While there are still traces of a reluctance to 
change, and of an exaggerated reliance on prestige 
in some institutions, it is generally true that the 
opportunities for undertaking profitable new lines 
of business and the sweeping changes in the 
financial environment both at home and abroad have 
caused undue conservatism and a lack of imagination 
to give way to a more adventurous and innovating 
spirit, Mhus;otherolder institutions have undergone 
pronounced changes in their character and attitudes 
and moved into new lines of business, while on all 
sides a greater willingness to compete by price and 
other measures has accompanied the growth of more 
vigorous and varied intermediaries and markets. In 
this changed environment, a failure to compete is 
much more likely to result in a loss of position to 
the institutions concerned than it is to produce 
fundamental damage to the economy as a whole, since 
the traditional division of the financial business 
into semi-private preserves has been replaced by a 
more open system in which virtually no one feels 
bound to stay in the field where he first got his 
start, and almost everyone is subject to competition 
from both newcommers and established institutions.'"'4 


Deposits 
On the liabilities side of their balance sheets, some 
institutions did offer fixed term certificates, but they were in 


denominations that were too large to make them affordable to the average 


consumer. Most members of the public have always held chartered bank 
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deposits. But because of the low rates of interest paid on these 
deposits, they were generally looked upon as means of storing cash and 


as easy ways of making payments rather than investments. 


Until the late 1950's the chartered banks offered only one 
type of consumer deposit, the so-called "ordinary or regular savings 
account'.. Due to the increased use of cheques for the transfer of 
funds, the banks introduced chequing accounts in 1957. These differed 
from regular savings accounts because no interest was paid, and cleared 
cheques were returned to the account-holder along with a monthly 


statement. 


During the 1960's American banks started to compete actively 
for household savings in the United States by offering different deposit 
instruments. Canadian counterparts were prevented from following this 
innovation by legal restrictions which prohibited the banks’ from 
charging more than six percent interest on loans. Obviously, any 
financial institution cannot make a profit if they pay their depositors 
more than they can charge on their loans. But by this time, market 


forces had driven up the rates that had to be paid to depositors. 


The interest rate ceiling was removed in the 1967 revision 
of the Bank Act. At the same time, the level of required cash reserves 
on notice deposits was lowered to four percent. Both of these 
legislative changes had the effect of making it profitable for the banks 
for the first time to offer accounts that paid a high rate of interest. 
In May 1967, all of the banks introduced true savings accounts. There 
were no chequing privileges associated with these accounts, and, when 
they were introduced, depositors earned a rate that was 150 basis points 
above that paid on ordinary savings accounts. Many of the trust 
companies quickly followed the chartered banks and introduced their own 
special non-chequeable savings accounts, and paid the same premium 


interest mate. 
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From these modest beginnings, deposit-taking institutions 
actively tried to attract the savings of individuals by introducing a 
variety of different deposit instruments. For instance, in 1973, all of 
the chartered banks began to offer "package accounts"! modelled after a 
service provided by the Wells Fargo Bank in San Francisco. While the 
exact services provided to customers varied from bank to bank, there 
were a great number of features that the most of the "package accounts" 
had in common. Usually included were an identification card, person- 
alized chequing, unlimited free chequing, no required minimum balance, 
free money orders, travellers cheques, and safety deposit boxes, as well 


as reduced interest on loans. 


Along with offering different types of deposits, financial 
institutions have developed other instruments to attract household 
savings. In June 1959, the Canada Trust Company became the first 
financial institution to sponsor the establishment of a mutual fund. 
The Montreal Trust followed in 1961, and by the beginning of the next 
decade, all of the large trust companies were associated with a fund. 
For instance, in 1967 The Royal Trust introduced three funds -—- "A" 
(Amerrvcant stocks); "s' "tbonds); “and “@C'’ (Canadian stocks). In 1969) ‘the 
company added an 'M" fund, the proceeds of which were invested in first 
mortgages. In 1964, the Toronto-Dominion Bank acquired an interest in 
Corporate Investors (Marketing) Limited, and this mutual fund's shares 
were made available through the bank's branches. In the next couple of 
years some of the other banks followed suit, but by the late sixties, 
the initial enthusiasm for mutual funds had been dampened by the poor 


performance of the stock market. 


In a complete 1972 overhaul of Canada's taxation system, the 
federal government substantially increased the maximum contribution that 
individuals could make to Registered Retirement Savings Plans (RRSP's). 
Some depository institutions modified or expanded existing funds to 


compete in the RRSP market. Other institutions, including a number of 
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the large banks introduced their own plans. The Bank of Nova Scotia was 
the first bank, soon to be followed by the others to introduce a 
variable rate registered retirement deposit plan. In such a scheme, the 
investor directly ''owns'"’ the money deposited in his name. On the other 
hand, an investment in the shares of a conventional fund, makes the 
investorwa  patticipant in va Jlarce portfolio, which in turn, holds 
securities. Trust companies and other financial institutions offer RRSP 
instruments that. are: similar? to “those .of banks. In’ 1974, federal 
legislation provided the public with another opportunity to shelter 
income through Registered Home Ownership Savings Plans (RHOSP's). 
Deposit-taking institutions competed actively for these funds, soon 
after RHOSP's were introduced. In fact, the competition began even 
before the enabling legislation was given Royal Assent. Some of the 
trust companies accepted special deposits earmarked for _ later 
registration, and plans offered to the public were introduced at rates 
above those which they intended to pay over the long-run. Some of the 
chartered banks offered RHOSP's before they were approved by the 
Department of National Revenue. One of the main reasons — the 
aggressive competition for contributions was the provision in the 
legislation that allowed individuals to purchase only one plan during 
their lifetime, and therefore once an institution had secured a RHOSP, 
it could not be transferred to a competing peed Financial 
institutions still compete aggressively for RRSP and RHOSP contribu- 


GLONS' 


The process of developing many of the new services for 
individuals was made possible by the introduction of the computer into 
the provision of financial services. Thus, in the late 1970's consumers 
were given the opportunity to make deposits and withdrawals from 
accounts even when away from the branch of the institution with which 
they did business. The computer also simplified record-keeping which 
made it possible for institutions to provide a customer with con- 


solidated statements of all financial transactions. 
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According to Binhammer and pid laeme es financial institutions 
have deliberately offered a wide range of services in order to attract 
as many customers as possible. The managers hope that at least one of 
these services will interest a potential customer, and once the consumer 
has made contract with the financial institutions, he hopefully can be 


persuaded to purchase other services from it. 


Consumer Access 


Although this kind of innovation is a good indicator of the increased 
competition for consumer business, there are others. Financial institu- 
tions, for instance, have made a concerted effort to make financial 
institutions more accessible to the general public. The growth in the 
number of bank branches provides an indication of this. In 1960, there 
were 5,051 bank branches in Canada. By 1980, the number of branches has 
grown to 7,439 in 1979. Since then, it should be said, the banks have 
been closing more branches than they have been opening, largely in an 
ettonidto controk costs. Other financial institutions have increased 


the mumber of: their retail outlets. 


But this is not the only indicator of the financial institu- 
tions' efforts to make their businesses more accessible to the public. 
Betore “the” 1960's, the branches of most banks and other financial 
institutions were located in close proximity to business and commercial 
establishments. As the Canadian population spread into the suburbs, the 
financial institutions moved with them. Today, almost every shopping 
mall and plaza has an outlet for at least one deposit-taking institu- 
tions. And the times when they are open for business is no _ longer 
confined to traditional banking hours -- with many of them open for 
business in the evenings or on weekends. The banks, in particular, have 
established branches to serve particular social groups. Int 41 969 othe 
Provincial Bank established an Italian-speaking branch in Toronto and 


today all of the banks have Chinese-speaking branches in the city's 
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Chinatown. In 1973, the Royal Bank opened its first "community branch" 
in Montreal. These branches, which are usually located in low-income 
neighbourhoods, are only opened after meetings with members of the com- 
munity, where joint decisions are reached on such things as: branch 
location; business hours; and, the types of deposits and other services 
to be offered. inivadditionuctoy their.,regulars banking «duties, cthe 
personnel at these branches are expected to perform an educational and 


counselling roles. 


Automated Tellers 


Automated teller machines (ATM's) have also increased the 
public's access to financial services. According to the Canadian 
Banker's Association, there were 1,230 automated teller machines in 
1984. In just the last year, the number of ATM's grew to 1,819. 
Clearly, the rapid installation of ATM's has largely been motivated by 
cost-saving considerations. The retail business, with its high 
overheads, is the most costly phase of any financial institution's 
operations. At the same time, the ATM's have undoubtedly enabled many 
consumers to use financial services outside of regular business hours, 
and because of this, financial institutions view ATM's as an important 


é 
marketing tool. 


Up until now, in Canada only the five large chartered banks 
have been able to offer their customers an automated teller network. 
The limiting factor has been cost. The cost of installing one ATM is 
estimated to be between $40,000 and $50,000. By pooling their 
resources, smaller financial institutions are establishing joint ATM 
networks. Pacific Network Services is now providing ATM's to some 
British Columbia credit unions. A Toronto company, Express Network Inc. 
has made a deal to place machines in 300 Canadian Seven-Eleven Food 
stores. The Hudson's Bay Company has announced plans to install its own 
machines in its retail outlets, and Montreal's Provigo Food chain is 


believed to have similar plans. 
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Access Banking Inc. is the only company, other than the "Big 
Five'' to have installed ATM's in Canada. Access/thass sixitnioty it's 
Magicbanc machines in Toronto. Some of them are located in stand-alone 
kiosks at busy intersections, while others are in Shoppers' Drug Mart 
stores. All but two are open to the public on an around-the-clock 
basis. Access has only signed up one client so far, Guaranty Trust Co. 
of Toronto. But the trust's president is optimistic about getting more 
financial institutions to use because competitive pressures and the high 
cost of setting up their own ATM's will force the smaller intermediaries 
to join networks. By early 1985, Access will install four more ATM's in 
Toronto, and eventually the firm plans to establish a nation-wide 
network, with ATM's located in such public locations as shopping malls, 
subway stations, gas stations, and grocery stores. Of “course... this 
represents a significant departure from the current practice of having 
most Automatic Teller Machines adjacent to financial institutions 


themselves. 


For their part, the "Big Five'' chartered banks are renting 
out their own ATM's for use by some of the smaller financial institu- 
tions. -In the summer of 1984, the Bank of Nova Scotia and the National 
Bank of Canada announced that they would be sharing their Automatic 
facilities. The Bank of Montreal intends to join an ATM network, Cirrus 
System Inc., that will serve customers throughout North America. 
Individuals will be able to use either their bank cards or their 
Mastercard in any of the machines. The Canadian Cirrus ATM's will carry 
the same logo as their counterparts in the United States. A customer 
visiting one country will receive money in the currency of that country, 
but the account will be debited in the customer's domestic currency. 
The machines will automatically calculate the exchange rate between the 


CGanauian and U.S. dollars. 


‘The Bank of Montreal will be the only Canadian principal 


member of the Cirrus network and has the right to sell access to the 
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system to other financial institutions. In this capacity, the bank will 
conceivably offer its own machines to other institutions joining the 
network. Whether the smaller financial institutions pool their own 
resources to establish their own ATM networks, or join ones established 
be the large banks, it is clear that smaller institutions will have the 
opportunity to offer automated services to their customers, and this, in 


turn, increase the competition for consumer deposits. 


Marketing 


The importance that financial institutions - attach to 
capturing the savings of individuals also can be guaged from changes in 
their marketing strategies. According to Binhammer and Williams, 
financial institutions did virtually no marketing before the mid-1960's. 
it-Swas noth really Juntii .the 1967" Bank) Act) revisions that) ‘public 
relations and:marketing departments were established. The importance 
that financial institutions placed on marketing can be seen in the major 
departures in personnel policies that were involved in the staffing of 
these new departments. Previously, financial institutions had placed 
emphasis on internal recruitment. To fill positions in their marketing 
and public relations departments, executives with experience in 


marketing were recruited from outside the industry. 


In this same regard it is interesting to note the increased 
use that financial institutions have made of advertising. For instance, 
before 1967 the chartered banks had mutually agreed not to use radio and 
television advertising. But the competition for deposits had become so 
intense, that in 1976, the Canadian Bankers' Association was not able to 
get its members to agree on an advertising code, although six of the ten 
banks in existance at that time did come close to arriving at a 
consensus among themselves with regard to general advertising practices. 
The first advertising campaign consisted mainly of in-branch promotions. 


This progressed to advertising in daily newspaper, the electronic media, 
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and national magazines. As the marketers became more sophisticated, 
regional campaigns and campaigns directed at specific and identifiable 


segments of the public became more prevalent. 


There are many factors that are responsible for this 
significant increase in the competition for consumer deposits. The 
three decades immediately following World War ITI saw large increases in 
personal disposable income, and this meant that the pool of funds 
available to financial institutions was much greater. And, the lowering 
of reserve requirements, made it profitable for the chartered banks to 
compete for deposits by raising interest rates. Kising interest rates 
in’ (turns) along. with shigh’ «inflation, has. made» consumers more 
sophisticated and intent on seeking a higher return on the savings that 


they place with financial institutions. 


Loans 


Looking at consumer loans, one observes this same trend 
towards increased competition among different kinds of financial 
institutions was much greater. Before 1958, the chartered banks engaged 
in consumer loans reluctantly. The Federal Government over preceeding 
years did, through various guaranteed loan plans, try to encourage the 
banks to make loans to specific groups of individuals (examples of such 
plans include: Farm Improvement Loans; Home Improvement’ Loans; 
Fisheries Improvement Loans; Small Business Loans; and Canada Student 
Loans). Although the banks made personal loans, other than under these 
plans, such loans were only available to the best customers who could 
provide substantial collateral. Although The Bank of Commerce had set 
up a small loans department as early as 1936, its lending policies did 


not differ substantially from those of other banks. 


This left the field of consumer lending pretty well in the 


domain of the credit unions, which in fact were created precisely to 
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provide this service to their members. Originally they strove to 
provide loans at below market rates. They were able to do so because 
members were willing to accept a lower return on their deposits, in the 
knowledge that they had access to credit. The credit unions' ability to 
offer low-cost loans was substantially reduced, by the necessity for 
them to offer savings instruments that competed with Canada Savings 


Bonds, and those of other financial instruments. 


The Bank of Nova Scotia was the first bank to move aggres-— 
sively into consumer lending, with the introduction of its "Scotia Plan 
loans in 1958;, By. 11963, all of the other banks had followed Scotia's 
lead. At first, lending policies were very conservative. Initially, 
the banks only lent money to consumers for the purpose of purchasing 
automobiles or household durables which could be pledged as security. 
As they gained experience in lending, they started to make loans for a 
greater variety of reasons. When assessing loan applications, they 
began to base their decision more heavily on the applicant's poten- 
tial income or "cash flow'' rather than the value of the borrower's 
assets. The willingness of lenders to use these criteria was no doubt 
heavily influenced by the availability of more liberal unemployment 


insurance and welfare benefits. 


The banks' sudden interest in consumer lending can _ be 
explained in a number of ways. Binhammer and Williams suggest that in 
part this was a defensive strategy. With the development of the markets 
in short-term commercial paper, there was more competition for com- 
mercial lending, the most important source of the banks' loan business. 
Consumer loans provided new source of revenue that compensated for the 
loss of commercial business. Of course, another important factor was 
the removal of the 6% ceiling on bank loans. This allowed banks to take 
extra compensation for the added risk of making unsecured loans to 
individuals. Also a significant factor in the entry of banks was a 


shift in public attitudes. Before the 1960's, consumer’ lending was 
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generally frowned upon and thrift was encouraged. Initially, the public 
sentiment against consumer credit was so strong, that the banks had 
programs in personal money management which provided information which 


hopefully prevent individuals from going into debt. 


Mortagages 


Banks had first been given the authority to make NHA 
mortgage loans in the 1954 revision of the Bank Act. But the banks 
avoided making such loans until after 1967, when the banks were enabled 
to issue their own debentures. But these debentures had to have a 
stated term of at least five years during which time they were not 
callable. In 1969, five-year renewable mortgages amortized over more 
than 25 years were permitted under the National Housing Act, allowing 
the lender to seek adjustment in the interest rate every five years. 
This made it possible for these lenders to match their mortgage 


portfolios with the debentures used to finance them. 


The banks do some of their mortgage lending through 
wholly-owned mortgages subsidiaries. This is done to circumvent the 
provisions in the Bank Act which require that banks hold reserves 
against the term deposits through which they fund their mortgage 
portfolios. Other financial institutions do not have to keep such 
reserves. By setting up these subsidiaries, which are incorporated 
under the Loan Companies Act, the banks can get around reserve 
requirements, and, offer consumers mortgages at competitive rates. 
Before the 1980 revision of the Bank Act, the banks did not wholly own 
their mortgage subsidiaries. But since 1980, the large banks have all 


either established or gained full control of these corporations. 


Since the banks entered the mortgage lending market, the 
trust companies have lost their dominant position. Banks now account 


for 32.6% of the residential mortgage market. The trust companies have 
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only a slightly smaller share of the market, 30.6%. However, a decade 
ago, the banks only had 22% of the market, while the trust companies 
held 37%. The banks continue to increase their mortgage business at a 
faster rate than trust companies. In 1983, the banks increased their 
mortgage portfolios by $3 billion while trust company portfolios rose by 
only $2.2 billion. The total mortgage market has reached $100 billion. 
Life insurance companies at the beginning of the 1970's made the 
decision to expand their real estate holdings, at the expense of their 
mortgage portfolios. Credit unions have taken up this segment of the 
market. But two life insurance companies, the London Life Insurance 
Co., and the Mutual Life Insurance Co. still remain active in the 


market. 


Currently, mortgages make up about 50% of trust company 
assets, and 20% of bank assets. Bankers are aggressively moving into 
the mortgage market because of the slowdown in commercial lending, and 
because they offer the opportunity of of fering homeowners’ other 


services, such as consumer loans and savings accounts. 
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RESIDENTIAL MORTGAGE HOLDINGS OF 
MAJOR INSTITUTIONAL LENDERS 


Outstanding in Percentage Distribution 
$ billion Dec. Dec. June 
June 1984 1973 1979 1984 
Trust and Mortgage Loan 
Companies (excluding 
bank mortgage sub— 
sidiaries) Seo — A252 3070 
Chartered Banks 
(including mortgage 
subsidiaries) 34.3 22.0 2942 33).2 
Credit Unions and 
Caisses Populaires ips 1b.2 14.8 1553 
Life Insurance Companies 10.5 16.8 0— 2052 
Pension Funds Ups: Fares: Blane 7.0 
Investment Funds Py ee. ey} 1.8 deve 
Sales Finance and Consumer 
Loan Companies 0.37 vee 1.63 Dey? 
Real Estate Investment 
Trusts O.l O27 0.8 ee 
Other Institutions Vez 1.6 1.6 1.2 
Total 102.9 100.0 100.0 100.0 


Source: Bank of Canada Review, October 1984. 


OWNERSHIP AND DIVERSIFICATION 


The questions of who should own a financial institution and 
what types of business they should be allowed to engage in are closely 
related. Both raise issues of conflict of interest and the efficient 


allocation of capital. 
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Much of the concern over the erosion of the barriers between 
Canadian financial institutions stems from developments in the United 
States. In this section, those developments are reviewed. Although 
mention is made of legislative changes in the United States, the primary 
emphasis is on the behaviour and performance of firms in the industry. 


The section concludes with a description of parallel developments in 


Canada’. 
United States 
The financial system in the United States is even more 
fragmented than in Canada. Commercial banks can receive either federal 
or state bank charters. There is great variance in the banking 
regulations between the different states. Moreover, banks have the 


option of either belonging or not belonging to the Federal Reserve 
System. Savings and Loan Associations also can choose to be incor- 
porated by either the federal government or one of the _ states. 
Securities dealers and investment bankers are regulated by the Secur- 


ities and Exchange Commission, a federal agency. 


In contrast to the complex set of American regulations that 
govern deposit-taking institutions, the insurance companies face a much 
less elaborate regulatory framework, because the industry functions with 
less public attention. Insurance companies are viewed as being rather 
stable, with little risk of market failure. They are also not seen as 
playing a central role in the economy. Thus, there is virtually no 
regulation at the federal level. State regulations, on the other hand, 
contain such items as types of investments that insurance companies are 
allowed to make, the holding of reserves to ensure solvency, and the 


specification of prices and rates of return. 
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Inter-State Banking 


In 1927, the McFadden Act was passed which prohibited banks 
from operating in more than one state. A loophole in the legislation, 
made it possible for banks, through the establishment of bank holding 
companies, to acquire other banks outside their home states. This 
loophole was closed with the passage in 1956 of the Bank Holding Company 
Act. This law gave the Federal Reserve Board the authority to approve 
or disapprove requests to engage in activities which traditionally were 
not considered to be part of banking. The original version of this 
legislation contained some loopholes of its own, which were closed with 
amendments in 1970. One of these loopholes was that the law had 
originally been worded to apply only to multibank holding companies. 
Holding companies with only one subsidiary bank were thus left 
unregulated. This,(fuanonge obhem cireedomsjitemadet 1t4 possible for 
nonbanking firms to ‘acquire banks. Since 1970, the Federal Reserve 
Board has maintained separate lists of the activities that are and are 
not permissible to bank holding companies. Permissible activities 
include: mortgage banking, leasing, financial advisory services, credit 


cards, and data processing. 


Notwithstanding these restrictions, the barriers to 
interstate banking have been crumbling in the 1980's, in part because 
state governments have moved more quickly than the federal government in 
liberalizing laws governing financial institutions. For example, in 
1980, South Dakota passed legislation which allowed out-of-state banks 
to move their credit card operations to the state. Citibank established 
a subsidiary in Sioux Falls to handle its credit card operations. In 
March 1983, South Dakota passed another bill which makes it permissible 
for out-of-state bank holding companies to acquire state banks, which, 


in turn, may own insurance companies. 
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Delaware has passed an out-of-state banking bill which 
opened the state to major money-centre banks (banks from the cities that 
are major financial centres. Since the passage of the legislation, 
thirteen out-of-state banks have established operations in Delaware. 
Undoubtedly, this is at least partially the result of the state's 
aggressive efforts to attract banks. These include the removal of 
restrictive usury ceilings, and other changes in legislation that 
governs the relationship between borrowers and lenders. New York State 
has amended its banking law to allow out-of-state bank holding companies 
to acquire New York banks, provided that New York banks are granted 
reciprocal rights in the states of origins of the bank holding 
companies. The Massachusetts legislature has passed an interstate 
banking bill which allows banks from the other New England states to 
establish branches in Massachusetts, provided that its banks receive 


equal treatment in the home states of the banks that are let in. 


Glass-Steagall 


The Banking Act of 1933 (also known as the Glass-Steagall 
Act) was clearly a product of the excesses of the Crash of 1929 which 
saw many bank failures in the United States. An apparently impenetrable 
wall was set up between the securities industry and banking. Brokerage 
firms were not allowed to accept deposits from the public, and banks 
were prohibited from underwriting corporate securities. What had 
earlier been one industry was split into two. Even some firms were 
split up. For instance, the business of the powerful Morgan family was 


separated into Morgan Stanley and Morgan Guaranty Trust. 


As with the breaking down of the barriers against inter- 
state banking, the main legislative impetus to breach the Glass-Steagall 
walls came from the states. In 1983, Business Week reported that, 
prodded by large out-of-state banks, at least a dozen states were 


considering legislation that would give state-chartered banks -even 


— — —— te 
— ⸗ —J — eAon 


D—— — —— bak evar cae dig 
se legigwns geibiod sad esnsartotaue — Py) Wad got tna 498 bodman ‘asd 







Leowaated. ab Hechter: vi 
— 
te Eevomert) * ———— ————— — D———— | 
atts nokonbaniet by eugene Ady: pee gre | 


hashing ate Ania dro volt eds cabiwong <éifgad Sx0¥! welt sxbupoe os 
grikbiod and 982 Se anigizn io shew ad nk emits Aesorqhaen 


eahgatetnt ate ven age wee: oruas· «aid, an oaacoas ai “att «es tneqnos: 


2 ao aaae hiseelgh wei 22 ony sete? etree Boole. dataw: Aad — D— 


nt sia 5— 


dvtoogy  eanad. ait, nary Dobie eraeauds malt ht sodanerd debidades 
He amet ete souks alee ack 35 A⸗en — auoonnona — 


9 the \ J 4 7 »?, . S54 
; i 


— ea) a6 a * — ie: 4 ii a ie? coy 
fobdw CC? Ae dans ody 20 amenedee ot to Xtibory o Uabel> daw (AoA 
olinndeneam hans .cnge hk agg ae bodtat ate wd aetuliey Saad Yase wae 
oganedoril jirisisad baw ‘i rot sksihone 9Y nese sad qu 29a eee Shaw 
edand bos .athdua att mov’ revit > api a) bewoths dep oaw pee 
tind Gnd stat Tiuipem s1epgven o mod beaididesg. setae 
oro aurrtt wale way, ve end Abigd Bev cdeybn) dum esd YolTres 
sau tian — idee andi wt ert — ——— — shige 













Mfegesce~aneh® ord avon Oa a 94 


ah wotate —— — 
neve~ ottad teypoaedd- 


Gy a 


those whose parents were not located in the particular state- the right 
to engage in a wide range of activities including the underwriting of 


securities and the selling of insurance. 


It is easier for some banks to get into the brokerage 
industry than others. A state-chartered bank that is not a member of 
the Federal Reserve System would be able to offer full brokerage 
sérvites: The only federal regulator that would have jurisdiction would 
be the Federal Deposit Insurance Corp., which has already given its 
approval of such arrangements. If, alternatively, the bank is owned by 
an out-of-state holding company, or it was federally chartered, approval 
of the Federal Reserve Board would be needed. This can be a very long 
process. One year elapsed from the time Bank of America announced its 
intention to buy Charles A. Schwab, a discount broker, until the merger 


was approved by the Federal Reserve Board. 


Although Glass-Steagall prohibits banks from underwriting 
and distributing corporate securities, they are permitted to purchase 
and sell securities for their customers. They had done so for years 
before their large-scale move into the brokerage industry, but volumes 
had been modest. The move by banks into discount brokerages, which 
execute trades in securities for customers, without providing either 
fiduciary services or investment counselling, was merely an extension of 
their existing business. (The emergence of these discount brokerage 
firms is a direct consequence of the elimination of fixed commission 


rates in the securities industry which became effective on May 1, 1975.) 


The first bank to enter the discount brokerage business was 
the Los Angeles-based Security Pacific Corp. It started by having 
Fidelity Brokerage Services execute its customers' trades. In January 
1983, the company purchased its own discount broker, Kahn & Co. of 
Memphis. The Bank of America entered this field at an early stage with 


its purchase of Charles Schwab. In its 1983 article, Business Week 
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claimed that there were 600 banks and savings and loan associations that 
had either entered or were planning to enter the discount brokerage 


business. 


While much of the controversy over bank challenges to 
Glass-Steagall has focused on their move into discount brokerages, the 
largest expansion will probably take place in investment banking. 
Already, the large American banks are providing a full range of 
financial services to their corporate clients overseas, and they want to 


apply this experience to their domestic customers. 


American banks have always been able to underwrite most of 
the securities issued by municipalities, and they have moved aggresively 
into this field. A few companies, led by J.P. Morgan & Co., the parent 
of Morgan Guaranty have broken new ground by entering the futures 
‘market. These. banks are now trading financial futures contracts: for 
corporations interested in hedging futures contracts. The large banks 


are also heavily involved in the market for U.S. Government securities. 


The Glass-Steagall Act's prohibition of underwriting by 
banks was intended to avoid potential conflicts of interest. A bank 
could be tempted to bail out a shaky borrower by underwriting a public 
debt issue for that company --thereby shifting the risk to an 
unsuspecting public. But bankers argue that disclosure laws passed 


since the Depression make the Glass-Steagall prohibitions obsolete. 


Financial Supermarkets 


To a great extent, the banks are seeking to make money, 
through fees for financial services, without having to carry potentially 
risky loans in their portfolios. In many respects, this is a defensive 


response to the intrusion of other institutions and other companies into 
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activities that had always been considered central to the business of 
_banking. Specifically, the emergence of the so called "financial 
supermarkets" can be seen as a real threat to the viability of the 
banking system. These ''supermarkets'' were designed to provide private 
both individual and corporate clients with a full range of financial 
services. Two trends were the prime contributors to the emergence of 
these highly diversified financial institutions. First, there were a 
large number of mergers in the financial industry involving firms in 
diverse businesses. Second, existing financial institutions developed 


innovative products to attract customers. 


The largest of the mergers, of course, were well publicized. 
Prudential Insurance Company of America acquired Bache Group Inc., a 
leading securities dealer in April 1981. The company is now known as 
Prudential-Bache. American Express, one of the world's largest credit 
card concerns has acquired two brokerage firms, Shearson Loeb Rhodes and 
Lehman Bros. Kuhn Lou Inc. In recent years American Express had also 
bought another financial institution, Investors' Diversified Services. 
Sears, Roebuck and Company -the largest retailer in the United States- 
has bought a real-estate company, Coldwell Banker and Company, and the 
fifth largest brokerage firm in’ the U.S. “By July 1982, Sears Roebuck 
and Company had opened financial services in eight stores to offer 
customers access to Allstate Insurance, and to the brokerage services of 


Dean Witter. 


As in Canada, the last decade has seen the development of a 
vast array of innovative financial services in the United States. 
Perhaps the leader in innovation has been the nation's largest brokerage 
firm, Merrill Lynch Pierce Fenner and Smith. In/1977, it introduced the 
Merrill Lynch Cash Management Account (CMA), which itself has been an 


important stimulus to innovation by its competitors. 
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The Cash Management Account (CMA) offers integrated finan- 
cial services by linking together a conventional securities margin 
account, three no-load funds invested in short-term securities, and a 
cheque/Visa card account maintained by Bank One of Columbus, services 
which usually are prohibited to a brokerage firm under U.S. Law. Bank 
One sets up special chequing accounts for CMA customers. When CMA 
customers issue cheques against their account, Merrill Lynch wires 
enough money into the account to cover the cheque. Account holders are 
also issued a Visa debit card for retail purchases. In spite “of “he 
Fact that the CMA account requires an initial deposit of at least 
$20,000 in any combination of cash and securities, more than 900,000 


people had put their holdings in Merrill Lynch CMA's by mid-1983. 


Merrill Lynch has introduced a number of variations to the 
CMA. These include: a Cash Management Account Overseas Employee 
Program, designed to meet the financial needs of American citizens 
employed abroad; a CMA service for businesses, designed to meet both 
their working capital and investment needs; a Pension and Profit-—Sharing 
Cash Management Account for plan trustees and administrators of small 
corporations (those with under $100 million in annual sales and with 
fewer than 500 plan participants); and a Uniform Gift for Minor Cash 
Management Account. These five variations of a central asset account 
within one company underscore how innovative firms in the financial 


industry are becoming. 


The CMA account is tailored to high income investors. Other 
products are designed for individuals in middle income brackets. The 
money market mutual fund offered by a number of firms is essentially a 
demand deposit. The pooled contributions of investors are placed in a 
portfolio of money market securities, and the earnings, less a small 
management fee, are paid back to the depositors. In 1974, there were 
only 15 money market funds with $1.7 billion in assets. By the end of 


1982, there were more than 180 funds with assets exceeding $200 
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million. Their popularity with the public can be attributed to money 
market funds being relatively riskless, liquid assets that are 
professionally managed and provide such features as cheque writing 
privileges. Perhaps most important in their growth is that, unlike bank 
deposits, there is no legal restriction on the maximum interest that can 


be paid to a depositor. 


In 1972, mutual savings banks in Massachusetts introduced 
NOW accounts. NOW is an acronym for Negotiated Orders of Withdrawal. 
NOW accounts are chequing accounts which pay interest. inttaal ly, 
Congress restricted these accounts to Massachusetts and New Hampshire. 
By 1976, all financial institutions in New England were permitted to 
offer NOW accounts. In March 1980, with Congressional passage of the 
Institutions Deregulation and Monetary Control Act, it became possible 


for NOW accounts to be offered nationwide. 


In order to help banks and other financial institutions meet 
this new competition, Congress passed legislation in 1982 that expanded 
the range of services that they could offer, and provided for the 
removal or interest ‘rate’ ceilings by June, 1, 1964. Two new 
accounts, the Super NOW Accounts and the Money Market Deposit Account, 
were authorized to allow banks and other deposit-taking institutions to 
compete directly with Money Market Funds. By law, these two accounts, 
each require an initial deposit of $2,500, are free of interest rate 
ceilings, are federally insured, and have specific chequing privileges. 
Only individuals, certain non-profit corporations and government units 
are allowed to own Super NOW Accounts, but there is no restriction on 


who can own a Money Market Deposit Account. 


The two new accounts have proved to be very popular. Only 
two months after the legislative changes came into force, these accounts 
have brought $250 billion into deposit-taking institutions. These new 


accounts are seemingly popular with consumers because they are insured 
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and available from financial institutions close to their homes and 


places of business. 


Aftermath of Deregulation 


In general, the highly diversified financial institutions 
have not performed well. For instance, in the second quarter of 1984 
Merrill Lynch lost $32 million in the second quarter. Sears Roebuck's 
earnings have continued to grow steadily, although its brokerage 
subsidiary, Dean Witter, lost $21.2 million in the first half of the 
year. More ominously, there have been a number of large collapses, and 
Nesarufaldures: of) financial minsticutzons . In 1980, Bache Group Inc., a 
large securities firm, and some of its lenders teetered on the brink of 
bankruptcy because of large loans to a wealthy family whose enourmous 
holdings in silver were plunging in value. im WOS2e. thet cottapse of 
Drysdale Government Securities Inc. forced the Chase Manhattan Bank to 
write off $135 million, and almost brought down a number of securities 
firms. In the same year, the failure of the Penn Square Bank of 
Oklahoma City would send shock waves through the financial industry, and 
eventually bring down Continental Illinois, the eighth largest bank in 
the United States. In 1983, two large insurance companies would file 
for bankruptcy. 

Many reasons have been put forward for this poor record. 
One of the most common relates to the management of financial 
institutions being spread too thin, and the belief that executives 
skills gained outside of any type of financial institutions were not 
easily transferrable to such a company. Yetiemeacheisectory ofpethe 
financial industry has had its own set of problems in recent years, and 


many of these are a direct consequence of deregulation. 


On the lending side, institutions have been making loans 


with an increasingly high risk of default. In part, riskier loans have 
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been made because corporate borrowers -which traditionally have been the 
best customers of banks- are increasingly doing their financing through 
commercial paper issued by investment banks. For banks with more than 
$100 million in assets, the ratio of non-performing assets to total 
loans and real estate doubled between 1980 and 1983. This does not 
include most of the trouble loans to foreign governments, since American 
regulators generally allow banks to carry these loans on their books at 


100 percent of their original value. 


Risks have also been increased on the deposit-side of the 
balance sheet. Banks have increasingly funded their operations through 
large uninsured deposits from institutional investors around the world. 
Because of automation, large investors can move their funds from bank to 
bank almost instantaneously. At the first indication that a bank may be 
in financial difficulty, the large deposits are withdrawn, and a run on 
the bank begins. Consequently, as a result of all of the forces, by 
Sepcremper. Jen, there *had® been ) 55 bank failures in 1984, already 


surpassing the post-—Depression record of 48 for an entire ——— 


The precariousness of the American banking system is perhaps 
best illustrated by the crisis at Continental Illinois. The seeds of 
the bank's problems were sown with the collapse of the Penn Square Bank 
of Oklahoma City in 1982. In 1979 and 1980, years of energy shortages 
and soaring gasoline prices, Penn Square lent more than $2 billion to 
"wildcatters'' and companies serving the oil-drilling industry in its 
home state, in spite of the fact, that the bank executives, like many of 
thier counterparts elsewhere thought that energy prices would continue 
to rise. The Illinois-based bank bought more than $1 billion of these 
loans. Two back-to-back recessions, plus a sharp decline in energy 
prices and rising interest rates pushed many of Penn Square's borrowers, 
and eventually the Oklahoma Bank itself, into default. There was a 
criminal element to the fiasco. In Oklahoma, a former executive of Penn 


Square has been charged with wire fraud and the misappropriation of bank 
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funds. At least one loan of $565,000, for instance, was made by Penn 
Square to a top executive at Continental. As well, there is evidence 
suggesting mismanagement. Internal reports at Continental indicating 
that Penn Square was in difficulty, were ignored, and, consequently, 
several of its executives were discharged for not maintaining adequate 


supervision over the Penn Square account. 


When the Oklahoma Bank failed, the amount of its equity -or 
the sum of its collectable assets and funds put up by its shareholders- 
was not large enough to pay off all of the bank's depositors. Large 
depositors, whose investments were not insured by the Federal Deposit 


Insurance Corporation, lost their money. 


The situation was different at Continental. The proportion 
of bad loans was not big enough to leave the bank insolvent. Yet, as 
Penn Square's plight was revealed to the public, Continental's 
eee tana se especially the managers of large pools of money began to 
withdraw their deposits at a faster rate than the bank could replace 


them. 


The first strategy that federal regulators employed to deal 
with the crisis at Continental was similar to ones used before in more 
or less identical situations. They tried to arrange a merger between 
Continental and another bank. But no willing merger partner could be 
found. Eventually, the Federal Deposit Insurance Corporation would 
insure all depositors, and the United States Government would 
effectively gain control of 80% of Continental's shareholders' equity. 
fOnopay ~ ter the. FDLG. out up «$4.5 billion. from its | own 
insurance fund; borrowed $3.6 billion from the Federal Reserve System; 


and, arranged a $5.5 billion line of credit with 28 private banks. 


Thrift institutions have had special problems of their own 


along with sharing most of the difficulties of the banking industry. 


* 
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The removal of interest rate ceilings has helped the savings and loan 
associations attract more deposits. But older low-yield mortgage make 
up a substantial proportion of many loan portfolios. High interest 
rates have helped thrifts to make more high yielding mortgage loans. 
But the number of homeowners incapable of paying the interest on their 
mortgages has also gone up, and the number of foreclosures has 


increased. 


In 1982 alone, 1,100 thrifts disappeared either through 
mergers or re-organizations. Admiccedly, year-*or” record “high 
interest omnes one of acute crisis for the industry. But there has 
been little improvement since then. By some accounts, 40% of all 


thrifts have lost money in every quarter since 1982.14 


Even the largest thrift in the country has not been immune 
from the crisis. Financial Corporation of America is a holding company 
with savings and loan subsidiaries. In the first half of 1984 alone it 
accumulated $10 billion from large depositors. These funds were invested 
in mortgages, on the presumption that interest rates would fall. That 
way, Financial could lower the rates that it paid to depositors, while 
its borrowers were locked in paying higher rates. But interest rates 
actually rose throughout the first half of 1984, and the thrift was 
actually forced to pay its depositors more than it was taking in 
interest income. In August, the Securities and Exchange Commission 
refused to accept certain accounting procedures used by the company. 
Financial was required to restate a previously reported 31 million 
second quarter profit as a $107.5 million loss. As in the Continental 
case, the money managers who held large deposits in Financial became 
nervous and began to withdraw their funds. In July alone, $114 billion 
in deposits was taken out of Financial. Part of the reason for their 
concern was that the Federal Home Loan Bank Board, the U.S. government 
agency which insures Financial, only had $6 billion in the insurance 


fund. The run on Financial was finally halted through a complex set of 
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government manoeuvres which leaves the large depositors insured, and, 
also in the Continental case, the institution effectively nationalized. 
Already, the government has used its influence on the board to get 
Financial's top executives, who also happen to be the funders of the 


company, dismissed. 


The financial squeeze has also affected other sectors of the 
industry. After a decade of diversification and mergers, securities 
firms are finding that being large has its disadvantages on Wall Street. 
Merrill Lynch after expanding to about 44,000 employees, is now cutting 
back. But even retrenchment has its drawbacks in the _ securities 
industry. Customer loyalty is usually focused on the broker, and does 
not extend to the brokerage firm. Thus, if a broker is released by his 
employer , client will usually follow the employee to the broker's new 
place of work. Yet retrenchment has been found to be necessary, as 
margins become thinner. Fixed costs have, risen rapidly in the industry 
in recent years, mainly because of the increased uses of computers in 
brokerage houses. At the same time, revenues for the large firms have 
shrunk as a Industry Association estimates that it takes a trading 
volume of 90 million shares a day on the New York Stock Exchange for the 
large securities firms to break even. In the second quarter of 1984, 


trading averaged 86.7 million shares a day. 


As already mentioned, the liberalized regulatory environment 
in which financial institutions now function has served as a contribut- 
ing factor to poor performance of some of the large firms. The resulting 
fierce competition has induced firms to adopt aggressive strategies that 
would not have been considered prudent in an earlier era. But beyond 
this, it is very difficult to establish any kind of causal relationship 
between deregulation and the financial problems that many firms are 
encountering. Clearly, for instance, financial services, like other 
sectors of the economy, have been hard hit by the volatile swings in 


both economic activity and interest rates. It is virtually impossible 
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to separate the effects of generally poor economic conditions from the 
consequences of deregulation in identifying the reasons why most of the 


problems occurred in the financial sector. 


However, specifically when dealing with the banking 
industry, it is possible to conclude that allowing banks to diversify, 
primarily through relaxation of the Glass-Steagall separation between 
investment and commercial banking, did not play a great role in the 
difficulties experienced by some of the large institutions. Lt is 
noteworthy, for instance, that Continental's problems originated with 
its commercial: banking “operation, “and” not ry in’ any *stdeline that 
deregulation has opened up for the institution. Furthermore, it has 
been widely suggested that once the company got into trouble it might 
have been easier to arrange for a merger for Continental if some banning 
regulations were less restrictive. Continental may have not gotten into 
difriculty,in the tirst “place if it “had “been? located *in & “stateYwhere 
banks were allowed to have more than one branch. This would probably 
have allowed Continental to diversify its asset base, thus making it 


more stable. 


At other conglomerates, the management's unfamiliarity with 
financial services may have been cited as being responsible for 
financial problems at other firms. The executives at American Express 
were reportedly shocked by a large loss recorded at their Fireman's Fund 
insurance subsidiary. And, Dean Witter has proven to be a large drain 
on the earnings of Sears Roebuck. In one quarter alone, the brokerage 
subsidiary lost $22.7. As a result, while some non-financial firms are 
still trying to ger into the industry, ‘there’ is“’some ‘evidence * of 


movement the other way. 


For instance, in 1981 Control Data began selling information 
and financial management services through its storefront Business 


Centres in 1981. The Business Centres lost $63 million in two years, 
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largely because management failed to perceive emerging competition from 
personal computers. By the end of 1984, Control Data expects to close 
between 100 and 120 of its Business Centres. For similar reasons, RCA 
Corp. sold its CIT Financial Corp. subsidiary to Manufacturers' Hanover 


in January 1984. 
Canada 


In Canada, as in the United States, the responsibility for 
regulating financial institutions is shared between the two. senior 
levels of government. The Bank Act is the legislation which makes the 
federal government the prime regulator of the chartered banks. However, 
trust companies, loan companies and insurance companies all have the 
options of incorporating either federally or provincially. At the end 
of 1981, there were 32 federal trust companies with assets of $22 
billion, and 67 provincially-incorporated companies with assets of $16 
billion. Thirty-three loan companies. had federal charters, while 
sixteen were incorporated in one of the provinces. The federal companies 
had assets of $20 billion while the provincial firms had assets of $5 


‘billion. Statistics for insurance companies are not available. 


To anyone familiar with the Canadian constitution this may 
be surprising. Section 91 of the British North America Act (BNA) gives 
the federal government exclusive jurisdiction over banking and the 
issuing of money. This would seem to leave little legal room for the 
provinces in the regulation of financial institutions. However, there 
is no definition of what constitutes a bank in the BNA Act or any other 
legislation. The issue had been sidestepped until 1980 by limiting the 
jurisdiction of the Bank Act to the specific institutions named in the 
legislation. In the latest revision of the Bank Act, provision was made 
for the incorporation of both foreign and domestically owned banks with- 


out the passage of a special act of Parliament. But there is nothing to 
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stop other institutions, whether incorporated federally or provincially, 


from providing all of the services that banks do. 


Alteadyhl anvethermeanly » 1960"si. wthe,,~Porter, Commission 
appreciated that the assumptions that provided the rationale for the 
regulatory system were no longer valid. Separate rules for different 
types of financial institutions can only be justified if it is believed 
that each type of institutions has its own particular niche, and serves 
only a limited segment of the financial market. But the increased 
competition between different types of financial institutions was making 
this form of regulation In addition, the Commission felt that 
this approach to regulation put limits on the type of business which may 
be conducted, the assets that may be acquired and the liabilities that 
may be issued by any type of institution. Thus, a particular pattern of 
specialization is formalized and the risk is run that institutions will 
be legally restrained from responding to new demands for financial 


a2 


services in a changing economic environment. 


As an alternative approach, the Commission suggested that 
policy-makers recognize the spread of competition and seek to encourage 
it. It argued that a broader and less restrictive regulatory framework 
would permit each institution to do the sort of financial business it 
finds most profitable and would not stand in the way of evolving 
competitiveness. A flexible regulatory environment would not lead to 
uniformity among financial institutions. In other words, not everybody 
would become a financial supermarket, providing a full range of 
financial services. Some institutions would still capitalize on their 


individual expertise to offer a specialized service. 


To accomplish this, the Commission recommended that the 
definition of banking be broadened to encompass all institutions issuing 
demand liabilities, transferable and short-term deposits, and other 


short-term banking claims. Federal regulation and supervision would 
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apply to all firms engaged in the business of banking. Provincially 
incorporated companies desiring banking powers would thus have two 
alternativess-. tor apply to the federal Parliament for a charter; or to 
apply to the federal government for a licence to operate as banks. The 
latter procedure was seen to be particularly applicable to provincially- 
incorporated money-lenders to which the Small Loans Act then applied. 
Some initial distinctions might have been made between federally and 
provincially incorporated institutions. But the Commission envisioned 
that this would be transitional, and, for the most part, both groups of 
institutions would be free to carry out the same range of business and 


be subject to the same regulations. 


While the federal government did implement some of the 
recommendations of the Porter Commission, such as the removal of the six 
percent cellinge wnieloans, Simidid Mot extend its “jurisdiction “to “all 
financial institutions. It did not even establish a uniform set of 
regulations for those institutions which are governed by féderal law. 

Yet, policy makers are publicly committed to nurturing 
competition in the financial sector. Many of the changes incorporated 
into the 1980 revision of the Bank Act reflect this. Procedures were 
adopted which would make the incorporation of new banks easier. No 
longer would an Act of Parliament be required, as banks could be 
incorporated by letters patent. In order to further increase 
competition, entry into banking was eased. For the first time provision 
was made for the incorporation of closely-held banks, in which one 
individual or group could have an interest of greater than of ten 
percent. This eliminated the necessity of a large number of investors 
being assembled before a new bank could be started. The new banks are 
given a time-limit to become widely-held. While *tehéy "are “still 
closely-held, they have the same legal status as foreign-owned Schedule 
"B'' Banks. Each institution's capital has to be authorized by the 


Inspector General of Banks, and loans cannot total more than 20 times 
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that amount. Originally, foreign bank assets were restricted to eight 
percent of the total banking system, but in 1984, the ceiling was raised 


to sixteen percent. 


Another measure designed to foster competition vas the 
removal of the responsibilities for maintaining the cheque clearing 
system from the Canadian Bankers' Association, and their tranfer to a 
new body, the Canadian Payments' Association (CPA). This allows 
financial institutions, other than banks, to become directly involved in 
the daily clearing operations. Thus, other financial institutions have 
entry to a segment of the business that had been previously reserved for 
banks, and they have the option of ep igen sla in the evolution of 


policy for the system. 


The chartered banks, by law, must be members’ of the CPA. 
All other financial institutions have the option of joining. But to 
become directly involved in the clearing operations, an institution must 
do one-half of one percent of the national clearing volume in terms of 
the number of items going through the system. Along with the banks, the 
other "direct clearers" are: Montreal City and District Savings Bank; 
Canada Trust; La Caisse Centrale Desjardins de Quebec; and, the Canadian 
Co-operative Credit Society. The Alberta Treasury Branches. are 


scheduled to become direct clearers in late 1984. 


Notwithstanding this recognition that competition was 
growing in the financial industry, and the attempts to foster more of 
it, different firms doing the same types of business are still governed 
by rules which allow for varying types of flexibility. This is most 
evident when the provisions of the Bank Act are compared with the 
federal legislation which governs trust and loan companies. In the 
Schedule "A'' Banks, where there are no restrictions on growth, no 
shareholder can own more than ten percent of the outstanding’ shares. 


But there are no restrictions on how much of a trust or loan company any 
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one individual can own. While banks must hold primary cash reserves, 
the trust and loan companies have considerable choice in reserve 
instruments. This allows them to meet their legal reserve requirements 
by purchasing interest-bearing securities. Trust companies are not 
required to hold any reserves at all on term deposits maturing in more 
than 100 days, while banks are required to hold reserves against all 
deposits. The trust companies have a broad range of consumer and com- 
mercial lending subsidiaries engaged in types of activities that are 
defined as being ancilliary to the business of a trust or loan company; 
active in other countries or incorporated in one of the provinces; and 
temporary investments made to facilitate participation in a specific 
venture. By and large, the powers of the chartered banks are 


considerably less wide. 


In 1982, the federal government made public’ proposed 
revisions of the Trust Companies Act and the Loan Companies Act. It was 
envisioned», thatd) theiadegree ¢toecwhich institutions “participated “in 
commercial lending would effectively distinguish trust and _ loan 
companies from banks. The chartered banks would continue to _ be 
unrestricted in their commercial lending activities. On the other hand, 
only fifteen percent of the assets of a trust and loan company could be 
devoted to commercial loans. This was not to include mortages against 
commercial property. To avoid conflicts of interest between commercial 
lending and trust activities, a company would be prohibited from 
investing trust funds in or lending trust funds to a corporation, if the 
trust company held a significant amount of the outstanding debt of the 
corporation. Such a prohibition would apply only where the trust 
company had discretion in how these funds were invested. Furthermore, a 
trust company might be forbidden from making commercial loans to a 
company whose shares or securities were listed on an exchange, since 
such shares are more likely to appear in trust portfolios than unlisted 


securities. 
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Financial Conglomerates 


Whether this legislation is ever adopted, the trust industry 
can use its existing legal freedoms to bundle services, eventually, 
evolving into the kind of "financial supermarkets" that exist in the 
United States. Already, there is potential for such evolution in 
Canada. Through a holding company, trust firms -can become part of a 
larger financial organization that sells everything from real estate to 
investment advice. The major shareholder of Canada Trustco Mortgage Co. 
is on tsurance company, and Guaranty Trust is one arm of a financial 
conglomerate, the Traders' Group. Banks are at a distinct disadvantage, 


as they are barred from many such activities. 


But it is the companies that are associated with Peter and 
Edgar Bronfman that are in the best position to evolve into "financial 
supermarkets". In particular, three of the companies that they control 
seem to be heading in that divection. They are: Hees International 


Corp., Great Lakes Group, Inc., and Trilon Financial Corp. 


Hees, originally a company that made venetian blinds and 
window shades, is now quietly billing itself as a merchant banker along 
the lines of Lazard Fréres and Rothschilds and Sons. Hees works with 
companies with poor loan prospects but good turnaround potential. It 
arranges financing for a troubled company at the same time that it helps 
in the restructuring of the firm, assists in the disposal or acquisition 
of assets, and provides other management expertise. In return, Hees 
takes an equity position in its client company. One of Hees' major 
holdings, North Canadian Oils, Inc., was acquired in this way. Hees 
holds positions of between 20 and 65 percent in firms that were formerly 
clients. Its other equity holdings are in companies like Trizec and 
Brascan which are also subsidiaries of Bronfmans' main holding company, 


Edper Investments Ltd. 
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Like Great Lakes, Hees handles private placements of securi- 
ties, with the latter specializing the issues of preferred stock. 
Neither company is a registered investment dealer. Both have entered 
underwriting through a loophole in securities legislation. If a private 
placement is sold in lots of $97,000 or more, the deal does not have to 
be registered with regulators. (It is assumed that those putting in 
that much money are sophisticated enough to not need the protection of 
securities legislation. The preferred share offerings of Hees are 
bought in lots of a million dollars or more, well above the restric-— 


—— 


But it is Trilon that has advanced the most towards becoming 
an integrated financial institution. Its main holdings are the 
Bronfman's 50 percent interest in Royal Trust, and their 96 percent 
interest in London Life. Royal Trust, in turn, offers a full range of 
financial service as well as having a large real estate brokerage 
business. In October 1984, Royal Trust's real estate division merged 
with one of Canada's largest realtor, A.E. LePage. When the merger was 
announced, LePage's president, William A. Dimma, was very explicit about 
the potential for synergy. He told the press, "We can refer insurance 
business to London Life, and mortgage business to Royal Trust, and we 
would hope that they would refer real estate business to reeling 
Already, London Life agents have begun selling Royal Trust's registered 
home ownership savings plans, and mutual funds. The Bronfman's major 
partners in Trilon are the Toronto-Dominion Bank and the Jeffery family 
which owned London Life, before the company was taken over by the 


Bronfmans. 


More than any entity in Canada, the Edper group of companies 
resemble the financial conglomerates in the United States. Taken 
together, these companies offer virtually every kind of financial 
service available. Trust companies, banks, and insurance companies are 


all involved in the conglomerate, either as operating units or as 
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partners in various ventures. At the same time, Edper has many 
non-financial interests. As in the United States, the management of the 
various companies did not wait for the regulatory "rules of the game" to 
change before launching new businesses. Rather, they attempted to 
utilize regulatory loopholes. Thus, in a very real sense, the industry 
is not being shaped by government policy, but, as in the United States, 
regulators seem to only be able to react to developments in the market- 
place. Yet, the development of the industry cannot be left entirely to 
free markets. The co-mingling of so many financial and non-financial 
interests within a single corporate structure raises legitimate issues 


related to conflicts of interest and the protection of investors. 


The Securities Industry 


Change has occurred just as rapidly in the securities 
industry. Canada's brokerage houses, like other financial institutions, 
feel vulnerable to increased competition. The main function of these 
firms is the underwriting of corporate securities. However, investment 
executives estimate that large foreign dealers annually underwrite 
billions of dollars of new issues for Canadian corporations and 
governments wishing to raise capital in markets. Only one Canadian 
firm, Wood Gundy, is involved in the management of these large interna- 


tional issues. 


Futhermore, an increasing number of new issues are being 
placed privately. This enables large issues to be handled by a single 
underwriter instead of being distributed through a syndicate, and the 
firms with the capabilities of marketing a whole issue often undercut 


their competitors in the fee for this service. 


Thus, the market for underwriting securities in Canada is 
shrinking, and, the available business is being handled by an 


increasingly smaller number of firms. Because of their relatively small 
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ShareéarOtu, the. iCanadian. sind «<internmational «hinancial...markets, the 
securities industry feels increasingly vulnerable in this ' new 
environment. While the largest investment house in the U.S. has more 
equity than the biggest bank in Canada, the combined capital of the 
entire securities industry is much smaller than the Toronto-—Dominion 
Bank, the smallest of the so-called "Big Five'' chartered banks, and none 
of the securities firms have an extensive nation-wide branch system like 
the banks. Brokerage firms have employed a variety of different 


strategies to. increase their capital. 


At least three firms (First Marathon, Walwyn Stodgell 
Cochran Murray, and Midland Doherty) have made public share offerings. 
In 1982, the Ontario Securities held hearings into the implications of 
this. Widespread concern was expressed about maintaining’ the 
independence and professionalism in the industry if ownership of firms 
was unrestricted. The OSC recommended that no single investor in a 
securities dealer should own more than ten percent of the shares unless 
the investor is a director of the firm. And, not less than 40 percent 
of the directors of a securities firm had to be employed in the 
industry. Furthermore, all outside directors had to be approved by the 
responsible Self-—-Regulatory Organization and Securities Commission. The 
OSC was split on whether another kind of financial institution should be 
allowed to hold an interest in a brokerage firm. The majority felt that 
no ownership at all be allowed, while the minority would have permitted 
another financial institution to own up to ten percent of a securities 
fir The whole ownership issue is to be reconsidered in new 


hearings during November 1984. 


Another way for a securities firm to raise additional 
capital is to merge with another firm. In Canada, there have been 
twelve such mergers in the last three years, including that between 


Dominion Securities Ames Ltd. and Pitfield McKay Ross Ltd. It is widely 
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felt that increasing competitive pressures will lead to more mergers in 


the industry. 


Of course, a firm's equity can be increased by making it 
more profitable. To increase profitability, brokerage firms have also 
begun to offer a wider range of services. Increasingly, stock brokers 
are becoming involved in the selling of mutual funds and precious metals 
certificates. They are also increasing their business in real estate as 
well as financial and estate planning. Nesbitt Thomson Bongard Inc. has 
hired two financial consultants to work with high-salaried executives on 


a fee rather than a commission basis. 


Also, securities dealers are placing stronger emphasis on 
their high rates paid on funds left in accounts that a company can use 
for general purposes. These have increased so rapidly that the banking 
industry has lodged complaints in briefs and presentations to various 
regulatory organizations. One dealer, Midland Doherty has introduced an 
account, which like Merrill Lynch's Cash Management Account in the 


United States, offers customers third party chequing services. 


Green-—Line Investment Service 


Just as in the U.S., through such innovations, brokers are 
coming into direct competition with deposit-taking institutions. The 
Toronto-Dominion Bank has responded by introducing the Green Line 
Investor Service (GLIS), through which customers can place orders for 


trading stock through the bank's branches. 


It was the removal of fixed commission rates that became 
effective on April 1, 1983 which made it possible for the bank to offer 
GLIS. When commission rates were controlled, prices were set at level 
which reflected the costs of providing a full brokerage business, which 


included the offering of such services as investment research and the 
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provision of financial advice. With the deregulation of rates, it 
became possible for new firms to undercut the large brokerage in the 
charge for executing trades of securities. The new "discount brokers" 
could maintain profitability because they provided none of the advisory 
services offered by the large houses. The emergence of the discount 
brokers closely parallels the American experience after the removal of 
fixed rates. The TD proposal entailed customer securities transactions 


being handled through a discount broker. 


Before the GLIS was introduced, approval was needed from the 
OSC. The Commission held public hearings to consider the future 
18 


implications of the bank's proposed new service. 


Amb. thej hearings, ¢Aitaeshecame.jclear «thatesthe psecurities 
industry was vehemently opposed to the TD's’ initiative. Its 
representatives argued that the GLIS constituted encroachment into 
endeavors which have been traditionally regarded to-be within the 
exclusive domain of the securities industry, and, eventually, given 
their size, the banks would come to dominate the securities industry. 
The "four pillars'' concept would break down completely, and corporate 
power in the financial industry would be concentrated in the hands of 
the chartered banks. This, «in turn, would ~generate conflicts. of 
interest, and reduce the choices available to potential customers. For 
its part, the banking industry maintained that it was not contravening 
provision in the Bank Act and in provincial securities legislation which 


allowed it to engage in unsolicited trades for its customers. 


In, its ireportewsthe .OSG«noted.» that: historically), « thei sbanks 
have always accommodated customers who wanted to trade equity securities 
indirectly through a bank rather than directly with a stock broker. 
Typically, the customer would advise the appropriate person in a bank 
branch of the intention to buy or sell specified securities. The branch 


would transmit the order to its regional office where arrangements would 
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be made for the execution of the order through a broker usually chosen 
by the bank. The trade confirmation would be forwarded to the bank, 


which would relay the information to the customer. 


The OSC concluded that the Green Line Service was not merely 
an outgrowth of this. It noted that previously banks had not actively 
marketed their handling of securities. Apparently, this service was 
provided out of a sense of duty to customers in rural areas without 
convenient direct access to a broker. However, there is evidence to 
suggest that the primary beneficiaries are urban customers who are 


irregular traders and usually sellers. 


In contrast, the OSC noted that the TD Bank designed GLIS to 
be aggressively marketed. It combined access to a discount broker with 
a number of other services such as: the provision of current market 
information; monthly updates on a customer's trading activity cash 
balances; safe-keeping and portfolio valuation “aye ee The bank also 
proposed to advertise GLIS through the mailing of brochures to its 
shareholders and customers as well as ads in the financial sections of 
newspapers. Because of this aggressive marketing campaign, the OSC did 
not allow the bank to offer GLIS under its "unsolicited service" 


exemption. 


Yet, the Commission did not accept the view that GLIS gave 
the bank access to activities that should be the exclusive domain of the 
brokerage business. The core function of the securities industry was 
defined as the underwriting of new issues. The OSC maintained that the 
operation of a full brokerage service was closely related to this core 
function, but that the relationship between a discount broker and under- 
writing was not as direct. Furthermore, fears about the banks' eventual 
domination of the securities industry were unwarranted. Many of the 
services provided by full-service brokers, such as the provision of 


research and investment advice cannot be legally performed by banks, and 
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to make them permissible would require the total abandonment of the 


"four pillar'' concept by both the federal and provincial governments. 


In line with these findings, the OSC recommended that the 
Securities Act be amended to allow for a new form of registration that 
would replace the unsolicited trader exemption. The new "broker access" 
category would be open to any institution providing access to a discount 
broker. There would be a number of conditions attached to registration 
which would ensure that there would be no encroachment on the core 
function of the securities industry. The registrant would be prohibited 
from entering into any arrangement, formal or informal, which would have 
the firm direct all or a substantial portion of its business all to one 
broker. Broker access registrants would be explicitly prohibited from 
providing advice on investments, and a statement to that effect would 


: ; ; 20 
have to be carried on the client application form. 


Since Ipthe | TD tintroduced. GLIS,) the degree ‘of ) public 
acceptance has not been as high as originally anticipated. The bank's 
plans to extend the service from Ontario to the rest of Canada have been 
delayed, and none of the other banks has introduced a comparable 
service. Officials at the Toronto-Dominion say that they expect more 
business when the stock market pricks up. When that happens, executives 


at the Royal Bank say that that institution will enter this prota 


- 


Quebec 


The evolution of the regulation of financial institutions in 
the Province of Quebec has been markedly different from the rest of 


Canada. As such, it deserves special attention. 


The philosophical underpinnings for legislation in Quebec is 


eontained jn, the 1969 Report of the Study Committee of Financial Insti- 


tutions. It argued that restrictions applying to borrowing and investing 
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were more severe for some type of financial institutions than for 
others. Fundamentally, such restrictions stemmed from the presumption 
that the public was best protected if financial institutions maintained 
Eheir specialized role in the financial markets. The Committee 
challenged this by asserting that a portfolio's soundness could depend 
just as much on the diversification of its investments as on legally 
enforced specialization. Furthermore, it was argued-that discrimination 
between institutions inevitably leads to discrimination between 
borrowers. (The development of the mortgage market illustrates this. 
The establishment by the banks of mortgage subsidiaries under the Loan 
Companies Act, described elsewhere in this paper, can be viewed as an 
avoidance of the discrimination against borrowers that is brought about 
by difference in reserve requirements between different types of 


financial institutions. ) 


This has a direct detrimental effect on economic efficiency 
and, in turn, led the committee to conclude that there should be few 
legal restrictions on how financial institutions should invest or borrow 
their — Consequently, the report recommended that regulations 
for all types of financial institutions be contained in one piece of 
legislation. The act would be divided into three parts, one each for: 
borrowing and investing activities; insurance operations; and fiduciary 
activities. Every institution, upon its formation, would be granted the 
right to engage in all three forms of activity, and every firm regulated 
by this legislation would be automatically licensed for borrowing and 
investment. On the other hand, a business already engaged in borrowing 
and lending would need a special licence to engage in either fiduciary 


or insurance functions. 


The committee wanted to leave financial institutions with as 
much flexibility as possible to pursue profitable activities. Thus, for 
businesses engaged in borrowing and lending activities (essentially, 


deposit-taking institutions), only four rules limiting the scope of 
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their activities were to be imposed. They would not be permitted to 
invest more than ten percent of their assets in any one enterprise. A 
maximum of seven percent of the firms assets could be invested in or 
loaned to what were considered to be risky companies. (These were 
defined as: firms that had not obtained a stated minimum yield on the 
book value of their shares over a fixed period; or, firms that failed to 
declare the dividends on preferred stock, or the principle due on its 
loans for a stated period.) A company's debt could not exceed 20 times 
its paid-up capital plus accumulated reserves. And, no _ absolute 


liquidity requirements would be imposed. 


Of course, much of this reflects an approach similar to that 
of the Porter Commission whereby the activities of a financial 
institution would be shared more by market forces rather than by 
government regulation. Interestingly enough, the Quebec committee did 
not see any potential conflict of interest difficulties in allowing 
institutions to offer a full range of financial services. This too is 
in) lanes with, they, Borter Commission; )which ».envisioned,. that ,,all 


deposit-taking institutions would eventually be given fiduciary powers. 


This laissez-faire philosophy is reflected in much of 
Quebec's new legislation. Bill 94 was adopted in December 1982. An 
agency, known as the Inspector General of Financial Institutions 
(IGFI), is established to be responsible for the protection of the 
public. But, the legislation also provides for a decentralization of 
control of intermediaries in the insurance field, effectively allowing 
the .industry to police itself. The Quebec Government believes that 
public protection does not require that the Inspector General's office 


take the prime responsibility for protecting the public. 


Re-enforcing this liberalization trend, in June 1983, the 
Quebec Securities Commission (QSC) voted against maintaining tight 


restrictions on who should be allowed to own a securities firm. Under 
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the ruling, anyone, including financial institutions can acquire control 
of an investment dealer, subject to the approval of the Commission. 
Securities firms should be free to acquire other financial institutions 
provided, again, that they have the approval of the OSC, and a separate 
subsidiary is set up for this operation. Financial institutions, may, 
through subsidiaries, register as investment dealers. The Commission 
has also ordered the Montreal Stock Exchange to repeal the provisions 
which restrict the ownership in an investment dealer to ten percent, and 
which prohibit brokerage firms from carrying out the functions of a 


bank, trust company, or insurance company. 


La Fiducie du Quebec, the trust company of the Desjardins 
co-operative movement has applied for a brokerage permit from the Quebec 
Securities Commission. A restricted registration was granted. Clients 
are now able to phone the trust company and place or sell orders. Trans-— 
actions must be executed through a broker that is a member of: the 
-Montreal Stock Exchange. Other companies that have received restricted 
registrations include National Trust and Royal Trust, a unit of Royal 


frustco Ltd: 


The Caisse Central Desjardins du Quebec, the wholesale 
branch of the co-operative movement, which issues deposit-—like 
instruments, has made these instruments eligible investments for life 
insurance. The organization also takes a direct role in the National 


Clearing System. 


But the philosophy of the Study Committee's Report is most 
clearly embodied in Quebec's Bill 75, which was enacted in June 1984. 
This legislation provides provincially—based insurance companies with 
the opportunity to engage in virtually any type of business. The Act 
gives insurance companies the right to provide some new _ services 


in-house. For some, approval of the Minister of Finance is needed, 





——— —D——— hota cane a | 
| 2eMbIG 827 med atinied egdretoed a 708 kage aed snameyea 





— — spas 19 tw wohse¢dR2ao4 braastvaeee we. ROL ) 
“SHUseE VarAro Liye Re Sal hie eingNOy Sore wy 3) —— 
V——— D—————— 
hha anol | Deviosey Mien 74da we liguad tadsd ebgnettind sioost léetdirot . 
—— 20 Swe Avrr gel — —— 
“he gat ves. ti — eae 


bTastodw Cbay” baceulh 0b —— ining?” seeksd * a 

ott l~dteaysh'” sewaes “ASN Latieineeme Sviawiagosss “eds ‘fe domed 
ods, 10? tame isevred bidtgite: etoamyseny seeds Sham end (9 emir 7 
Nossa nia nis ates Jouthh & ended gale dolzaztasg7o Af .panexuehd 
| — — a ee “onese¥ anita 


: a’ ee 


bite ba J— — fs 0 sion te ta —* es 


wis 








mers ae 


while, to engage in some businesses, a separate subsidiary must be 


established. 


Within its own organization, and without~ regulatory 
approval, an insurance company can, aside from its traditional func- 
Pons: administer as a trustee its insurance and annuity premiums; 
administer as a trustee, the funds of tax deferred savings plans such as 
RRSP's and RHOSP's; provide financing for purchasers of insurance and 
annuity premiums; provide custodial and safekeeping premiums; offer 
custodial and safekeeping services; engage in leasing and real estate 
management; and market the products of other financial institutions. 

What constitutes the product of other financial institutions 
has not been defined in the Act. BuCces).P2 BernvewrsaidayraMillettre, 
lawyers for the Canadian Life and Health Insurers Association, says that 
these include: insurance and annuity contracts issued by competitors; 
property and casualty insurance contracts; travellers cheques; credit or 
debit cards; savings plans; deposit instruments; equity type investment 
products; loans; government securities where distributed through 
authorized financial agents; corporate securities where the purchase is 
arranged through investment dealers, underwriting syndicates, or 
discount brokers; any financial products identified by trade marks; and 


any new financial products developed by a financial institution abroad. 


According to the same legal opinion, the approval of the 
minister is required for such activities as: deposit taking; the under- 
writing of government and corporate securities; real estate brokerages; 
foreign exchange; acting as transfer agent and registrar; and full 
fledged fiduciary and trustee services. When insurance companies want 
to engage in activities that are outside of the financial industry, a 
special subsidiary must be established. No regulatory approval is 
required, and investments in subsidiaries are subject to ceilings 


expressed in percentages of the insurance company's assets. 
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Clearly, the enactment of Bill 75 erodes the "four pillar" 
system of regulation. In a brief commenting on the legislation, the 
Canadian Bankers' Association notes the erosion of the traditional 
separation between the real and financial sectors of the economy. The 
CBA thinks that the legislation has a number of other shortcomings. It 
mentions the inherent conflict of interest problem between lending and 
other financial activities which has already been mentioned in this 
paper. They argue that Bill 75 relaxes the prudential investment 
standards. Unsecured commercial lending is characterized as a high-risk 
venture for firms that allegedly would have little expertise in this 
area. (she CEA isealso, critical) ofethe lack of any vestriction of any 
individual owning more than ten percent of an insurance company. 
Closely-held insurers are deemed to be susceptible to self-interest 
manipulation by controlling shareholders in a manner contrary to the 
best interest of the corporation's depositors, policy holders and 
minority gshareholders.,,.Its also contends. that, Bill, 75, represents. a 
departure from the loose pattern of federal-provincial co-operation in 
setting major financial sector rules and prudential controls which has 


traditionally prevailed. 


If insurance companies move into areas that have been 
traditionally within the domain of other financial institutions, the 
banks threaten to seek ways of doing the same. Other institutions can 


be expected to follow suit. 
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DEPOSIT INSURANCE 


It is almost universally Peeeehized in North America that 
the small investors who entrust their savings to financial institutions 
should be insured against the financial collapse of that institution, 
because most members of the general public are unable to assess the risk 
of individual financial institutions. This is the rationale behind 
legally requiring financial institutions to contribute premiums to a 
fund that reimburses small depositors, in cases where financial institu- 


tions are not able to meet their financial obligations to them. 


Yet, in spite of what seems to be the eminent wisdom of 
having deposit insurance, the United States has had federally insured 
deposits for much longer than Canada. Deposit insurance was instituted 
as part of the Glass-Steagall reforms that were enacted after the large 
number of bank failures during the Depression. Canada did not get 
federal deposit insurance until 1967. In the United States, all deposits 
up to $100,000 are insured. From 1967 to 1982, deposits were insured in 
Canada only up to $20,000. Then, in 1982 the limit on insured deposits 
was raised to $60,000. 


This does not mean that the American system does not have 
its flaws. While the law decrees that deposits only up to $100,000 are 
insured, effectively, all deposits are protected. When a deposit-taking 
institution fails, federal authorities attempt to arrange a merger with 
a more healthy institution. If the Federal Deposit Insurance Corpora-— 
tion can do this successfully, not even the large depositors lose any 
money. The knowledge that a merger will probably be arranged, and no 
money will be lost reduces any incentive that large depositors may have 
to withdraw their deposits from an institution that is following an 
irresponsibly aggressive business strategy. Re-enforcing this reluc- 
tance is the tendency for the banks with the most aggresive lending 


policies to be the ones thay pay the highest return on deposits. Thus, 
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some observers feel that there is-actually an incentive for money 
managers to invest funds in the more risky banks. This only encourages 
the management of these banks to pursue even more irresponsible 
practices. Critics of the present system argue that, if large depositors 
felt that they were more likely to lose money in a bank failure, they 
would withdraw deposits from banks that were thought to be managed in an 
unsound way. In turn, the knowledge that large depositors might with- 


draw their money would encourage the banks to behave more prudently. 


Under the present system, the largest depositors in the big 
banks in the United States are other banks. Thus, the failure of any 
large bank in the United States could produce a chain reaction which 
would see the collapse of other smaller banks. Thus, effectively the 
risk of bank operations is passed from the private sector to a federal 
agency; in-most cases the -FDIC,, which must) pay off all. insured 


depositors. 


The chairman of the FDIC, William M. Issac has suggested two 
reforms to deal with this. One would force banks to pay risk-adjusted 
premiums. With all deposit-taking institutions paying the same premium 
rate, the sound institutions effectively subsidize the shaky ones. The 
problem with a risk-adjusted premium is finding an objective measure of 


—— 


The same problem can be said to exist in Canada. The risk 
of one of the major national bank failing is obviously not as great as 
the chances of a smaller financial institution going bankrupt. There 
has not been a bank failure in Canada since the 1920's. In marked 
contrast, in just the last few years, a number of credit unions and 
trust companies have collapsed. The stability of the Canadian banks is 
probably attributable to their nation-wide branching network which gives 


them highly diversified deposit bases and loan portfolios. Yet, all 
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institutions insured by the Canada Deposit Insurance Corporation pay the 


same premium rate. 


The other reform that Issac wants to see would set new rules 
for handling large deposits in a bank failure. Depositors with more 
than $100,000" in a failed institution would still incurr somes Loss , even 
if that institution were successfully merged with another one. Again, 
this would be done to encourage money managers to shy away from risky 
banks. With $400 billion deposited in accounts of $100,000 or more, the 


impact on the banking system could be significant. 


-It should be again remembered that despite Issac's rough 
language the agency that he heads did rescue Continental Illinois, at 
considerable expense to the American taxpayer. The rationale for this 
bailout of the large depositors, even in the light of the FDIC's failure 
to find a merger partner, was that a Continental failure would have led 
to the collapse of many of 2,000 small banks that held more than $3 
billion at Continental. At Congressional hearings, Issac's estimate of 
the number of Banics that Continental would have brought down with it has 
been challenged as being too high. Nevertheless, large depositors can 
only be made to feel more secure by the Continental precedent, and the 


changes for introducing more discipline into the American financial 


system have been reduced. 


In 1967, in reaction to a number of well-publicized bank- 
ruptcies, the Canadian government as well as the provinces of Quebec and 
Ontario enacted deposit insurance legislation. The Ontario legislation 


was enacted five days before its federal counterpart. 


All chartered banks and federally-incorporated trust com- 
panies must be members of the CDIC. Provincially-incorporated trust 
companies have the option of joining CDIC under the condition that they 


agree not to exercise powers that are substantially different from those 
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exercised by federally-incorporated companies. ane  CDIC ‘has Is7 


members, 65 of which are provincially-incorporated. 


The Ontario act was similar to the federal one. After the 
CDIC went into business, the Ontario plan was suspended and all of the 
Ontario companies concerned were subsequently accepted as members of the 
CDIC on April 29, 1967. The Quebec plan would not only insure deposits 
within the province, but also deposits with institutions incorporated in 
Quebec but placed outside of the province. To avoid duplication, the 
CDIC and the QDIB concluded an agreement which called for: the CDIC 
insuring deposits accepted outside of Quebec by these institutions 
incorporated tha that province; the QDIB would insure all deposits placed 
in Quebec in any institution incorporated in Quebec or in any other 
province, including those deposits that had formerly been insured by the 
CDIC; the CDIC would insure the deposits of federally-incorporated 
institutions in’ Quebec and would make short-term loans to the QDIB which 


would help it meet short-term liquidity needs. 


Under the provisions of the Investment Companies Act, the 
CDIC is empowered to make short-term loans, as a lender of last resort, 
to Canadian-controlled sales finance companies. Also, under the 
provisions of the Co-operative Credit Association Act, the CDIC is 
empowered to make short-term loans for liquidity purposes to co- 
operative credit societies, and to provincially created corporations 
that provide, or administer stabilization or liquidity funds for the 
benefit of credit unions and their members. This is entirely separate 
from the CDIC's primary function. The CDIC does not insure the debt of 
sales finance companies or the deposit and debt instruments of credit 
unions. The loans may be made only for the purposes of meeting 
short-term requirements for liquid funds and the CDIC gets the money to 
make these loans from the federal government's Consolidated Revenue 
Fund. The CDIC has entered into agreements to make such loans with 


credit union stabilization boards in British Columbia, Alberta, and 
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Saskatchewan. Up until now, no loans have been made under the terms of 


either act. 


Injethemeturtherance tof’ itsveprimary’ ‘function ‘of « insuring 
deposits, among other powers, the CDIC may also make or guarantee loans 
to or deposits with its member institutions for the purpose of averting 


or reducing a threatened loss. 


The CDIC is funded by its member institutions by premiums 
which are assessed on the insured deposits as at April 30th of each 
year. An institution's premium can be as high as one-thirtieth of one 
percent of its total deposits. Also, thes Minister of “Finance. “is 
Adchovized. Lo makes loans Of up. to $1.5 “biliion to: the CDIC from the 


Consolidated Revenue Fund. 


_. Since its inception, the CDIC has had to make advances to 13 
member institutions. All but two have been made since 1980. The CDIC 
has not recovered funds from any of the advances that it has made since 
1982. Most of its 1983 advances were associated with the Greymac affair 
in Ontario. As a result, the CDIC's fund has gone from a _ surplus 
poseetonvotigs250iemi don PF por'a cdeficite ofa$G32)midlionsin justorone 


year. 


A number of solutions have been proposed for eliminating the 
CDIC's deficit. One is to raise premiums. The chartered banks oppose 
this because a rise in premiums would only increase the degree to which 
they subsidize institutions with more risk. Another solution would see 
the CDIC become a subsidiary of the Bank of Canada and the interest from 


the central bank's reserves be applied to the CDIC's deren 
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CONCLUDING REMARKS 


The clearest lesson from the experience of the last two 
decades is that the influence that government regulators have over the 
structure of financial markets is limited. Competitive forces are more 


of a determinant. 


At the beginning of the period covered by this study, the 
financial industries in both Canada and the United States were heavily 
regulated. Each country prohibited institutions from carrying out both 
investment and consumer banking. Similar restrictions did not exist in 


most other industrial countries: 


Apart from this, governments in both countries attempted to 
curb excessive concentrations of economic power in the _ financial 
industry. In the United States, institutions were not allowed to engage 
in banking in more than one state. And, as 2 result, the American 
banking system evolved into a very diffuse one, with more than 14,000 
separate institutions. In marked contrast, Canada did not impede the 
development of institutions that did business across the entire country. 
Consequently, the "Big Five'' chartered banks have always assumed a 
position of dominance in the capital markets. Yet, the restrictions 
against one party owning more than 10% of a chartered bank can be seen 
in part as arising out of the same concerns about the concentration of 
economic power. And, the legal restrictions which places limits on the 
ownership by banks and other institutions of businesses outside of the 
financial industry, effectively is a check, albeit a small one, on this 


economic power being diffused through the rest of the economy. 


In both countries, economic pressures provided the main 
impetus for the removal of many of these restrictions. Policy makers in 
the United States, as an example, never made an explicit decision to 


remove the restriction on inter-state banking or repeal the Glass- 


~ 


tava ere eo7er? bewtall ⸗oa⸗ be Arono 40 ahs entrsaubad Frere. 
| boaainco 













¥ a Bae ie nt i pu ve ie = J 


— ‘wee — — ae ae 




















J Pee sie — | bs : 
J D————— J ey fr “a . 
oft — — — ed borevea —* wily Ww gnitnmt ged ad. 3h Ca i 


dine tuo antyitexe wee) mao aua taat 





er . a 
nt seine — ————— — — — 
ope nen vine on Cia v ; | ‘oh Ph, 9 — — — 


o% paaqenion —— ee ad. esanertevas «Riri 22, saagA hans eh 
felonwntt ads at TewoKy ainonese to naossetinegogd  eviersoxs 65 
penne oe bewol fe Te wre ‘anod atteni | e9te32 badial: oda iat ya taubed 


mod xemnk: ia. Witenet wet siete ono fad gu0m mn) gaidegd. aby 
O00, ar els fom 118i ‘sme SaMbE grow le. oe Savieve meaaye aniiase 
eft sboquk tym bit Sbette? .snertpon harem ty “aonb tonet agasedabl 


REIAHOS wrkame ods asorbs saonkaud bitty theta eas auat sent as Jeninge Lev obi’ 
ni bomen “ayes sve wins benaa tails evi d git art « xbaneopa una) | 
keg: robadaed | eda — a704 targa» of nt satenimob Yo op : 
aooe od mao Nig base — —— 2 fe for (ratte 108 gndawo y37eq 806 sanbage in 
to) heltertaaynns add queda. eoras tied ite, pits 3e tuo ptheiae as t10q at | 


(sis mo ertuht aesely dotiw snobabieuens Angel ied? .bek! sraveg akeonbae Oy 


bts le abtajue coenentand 29. embisuentsant redao bom, adead yd qhdsaemne, 
whit 9m 2: Ahonen ated ceato meat ae | 











| ah * ae AY 
Rheem of babivend nowwgeaag | 
i Ayotue yok tot ——— 
62 nadetoah ‘shathges He | 
Se — a 10 


Steagall prohibitions against individual institutions doing both 
commercial and investment banking. Yet these walls have largely 
crumbled, because of individual corporate decisions. Innovation in the 
provision of services has been key to this, process. For instance, 
Merrill Lynch's introduction of the CMA account brought the brokerage 
industry into direct competition with banking. And, it was the collapse 
of much of the thrift industry, brought about by economic circumstances 
that really had nothing to do with regulatory changes, which virtually 
forced authorities to allow for mergers with out of state financial 
institutions. Similarly, no specific regulatory change served as the 
catalyst for the emergence of the so-called ''financial supermarkets". 
Rather, companies like American Express and Sears Roebuck took advan- 
tages of grey areas of law to acquire companies offering a wide range of 


financial services. 


Much the same has happened in Canada. In the 1967 Bank Act 
revision, the six percent ceiling on interest that the banks were 
allowed to charge on loans was removed. As in the United States, this 
"deregulation" was brought about by economic necessity. In general, the 
pace of "deregulation" proceeded at a slower pace in Canada. There were 
no significant changes to trust and loan lepsislation; and, by not 
adopting the principle recommendations of the Porter Commission, and 
thereby having each type of financial institution maintain its own 
distinctiveness, policy makers clearly demonstrated their preference for 
maintenance of the four pillars. But, competition increased steadily 
between different types of financial institutions making the existing 
legal framework both obsolete and discriminatory. And even as 
regulators keep declaring their support for the "four pillars' concept, 
the distinction between the pillars is continually being eroded. Much 
of the erosion -- such as the payment of interest on funds held in 
accounts by investment dealers; and the emergence of multi-functional 
firms such as Trilon -- has been discussed in this paper. As in the 


United States, the main role of regulators has not been to direct the 
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future shape of financial market, but to bring laws into line with an 


ever changing economic environment. 


Another important trend has been a shift in the purpose of 
regulation from protecting the small unsophisticated investor’ to 
protecting the public purse. Originally, the protection of investors' 
funds was the prime objective of regulators. But with the advent of 
deposit insurance, only large depositors and investors stand to suffer a 
financial loss. Now, the deposit insurance fund absorbs the financial 
Poss wromiab stich failure. “This raises: a number of important policy 
questions. Most fundamentally, should depositors be freed from all 
risk? Or, does the presence of the possibility that depositors may lose 
some of their investment impose a discipline on the managers of 
financial institutions which leads them to manage the funds entrusted to 
them in a more responsible way? With investors largely protected, 
regulators might be able to afford to exercise much looser control over 
financial institutions, even to the point where some institutions are 
allowed to fail. These are some of the important questions that policy 


makers will have to deal with in the coming years. 
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LIABILITIES: Although (i) the absolute size of "accounts payable to 
clients, brokers and dealers" is less than its asset counterpart, and 
(ii) the account fell-rose (30.5/24.8/29.4% over '78/79/84), it did 


mirror its cousin in being the largest category. 


Otherwise over '77-84 and in terms of large dollar 
movements, there were net falls in (a) chartered bank call loans 
(29/10/13% over '79/83/84), plus (b) loans under buy-back arrangements 
ClV/isJdn, over 1°///82/84). And -contrarily there “was. a ‘considerable 


expansion of clients' free credit balances (2.6-13.3%). 


(The balance of the shrinkage in the former two loan 
categories was absorbed by.growth in: (1) Subordinated loans from (i) 
banks (.39/.62/.06. over. '77/81/84), - (41) shareholders (0.4-1.1%). “and 
(iii) others (.24—-.48% over '77-81). (2) ‘Accounts payable other than to 
clients, brokers, dealers or else clients' free credit balances' 
(Vegi 2chi2c2zh Over (TTL 83) B4) 2 (3) Liabilities to parents and 
Wert liates (0.l-0.3/1.7/0.3% vere 7-61/62/84.. (4) "Other liabilities" 
(.06-.37%) (5) Retained earnings (very roughly 2/4% for '77-79/80-84). 


Finally, it's notable that while the total size of share 
capital remained fairly constant over '77-84, there was a change in the 
relative mix, with common shares expanding, and with preferred shares 


declining. 


' REVENUES: There are suggestions here that the recession considerably 
altered the ways that Dealers make their money in that (a) the highest 
values for "underwriting and trading profits" occurred in '82-84, and 
(b) the lowest values for "brokerage commissions" occurred in '81-84. 
Furthermore, it would appear that Dealers efforts toward asset 
diversification have begun to bear fruit as "other revenue'' rose 


1.6-4.3% over "81-84. 


EXPENSES: These accounts were quite stable, although the categories are 


obviously broad. 
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